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Sandra L. Wagner
Director -
Federal Regulatory

SBC Communications Inc.
1401 I Street, N.W.
Suite 1100
Washington, D.C. 20005
Phone 202 526-8860

January 18, 1995

EX PARTE OR LATE FILED

Ex Parte

Mr. Wdliam F. Caton
Acting Secretary
Federal Communications Commission
1919 M Street, N. W:, Room 222
Washington, D.C. 20554

&;. TRC Price Cap Review. 2Q2~JJJkEN2P~2fIGINAL

Dear Mr. Caton:

RECEIVED
~AM'r':8 t995

Attached for inclusion in the record of the above captioned proceeding are letters
to Karen Brinkmann, SPecial Assistant to Chairman Hundt; Rudolfo Baca, Legal
Advisor to Commissioner Quello; Lauren Belvin, Senior Legal Advisor to
Commissioner Quello; James Coltharp, Special Advisor to Commissioner Barrett;
Richard Welch, Legal Advisor to Commissioner Chong; James Casserly, Senior
Legal Advisor to Commissioner Ness; and Richard Metzger, Deputy Bureau
Chief-Operations, Common Carrier Bureau. Also attached is the document that
accompanied each letter. The letters were delivered today, January 18,
referencing the LEC Price Cap Review.

We are submitting two of copies of this notice in accordance with the
Commission ~ rules governing ex pane presentations.

Please stamp and return the provided copy to confirm your receipt. Please
contact me should you have any questions.

Sincerely,

Attachments

cc: (Ex pane note only)
Karen Brinkmann
Rudolfo Baca
Lauren Belvin
James Coltharp

Richard Welch
James Casserly
Richard Metzger

No. of Copies rsc'd o:r)
UstABCDE
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Sallie L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

~J"'U"'Y 17,1995

Ms. Karen Brinkmann
Speci" Aaaiatant to Chllirman Hundt
Fedentl Communiclltions Commission
1919 M Street, N.W., Room 814
Washington, D.C. 20554

Dear Ms. Brinkmann:

SBC Communications Inc.
175 E. Houston Street
Room 8-A-50
San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

RECEIVED
(JMf1,~a _

PB&w.01"1IQ'MlI8
CJFI:EtEaDitMv~

On January 3,1995, an ricle app.ared in Communication. Daily which caused me
concern. The article, entitled"T".~Companies Wellther Competition, Retain
High Credit Ratings, tt ......sts that telephone companies are not at significant risk
from growing competition. This a.ses.ment is attributed to a report i••ued by Duff &
Phelps Rating Agency.

My concern with this article i. twofold. First of aU, I disagree with the article's
conclusion regarding the seeming immunity of telephone companies from the effects
of competition. Secondly, this .....ment I. incon.istent not only with prior opinions
expressed to me by Duff & Phelp., but al80 with the opinions I offered to the
Commi.sion in the context of the LEC Price Cap Review.

As you may recall, I .tated that the external Investment community is concerned about
the uncertainty c....d by regulMion, especially as It pertains to the ability of
regUlatory policy to keep pace with increasingly competitive market conditions. I also
expre.sed my opinion that failure by regulators to continue (and improve upon) the
progress begun four y..... ago when price caps were implemented would not be
consistent with the continued evolution In the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, I read the full
report cited in the article (copy attached for your Information) and .poke to the author
of the article, Mr. Jim Stork. I am now satisfted that the opinions of Duff & Phelp. are
consistent with the opinion. I have presented to the Commission. I am certain that,
after reading Mr. Stork'. complete report, you will agree that it is a balanced
assessment and clearty does not repre.ent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

J.JL/J~

Attachment
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Sallie L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

SBC Communications Inc.
175 E. Houston Street
Room 8-A-50
San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 551-2071

Mr. Rudoffo M. Baca
Legal Advisor to Commi8aloner Quello
F.....I Communications Comml••lon
1919 M Street, N.W., Room 802
Wa.hlngton, D.C. 20554

Dear Mr. Baca:

On January 3,1911, an article appe8I"8d in Communication. Daily which cau.ed m.
conc.m. The article, entitled "Telephone Comp..... Weath.r Competition, Retain
High Credit RatA...,"~ that tefephone companies are not at .ignlflcant risk
from growing competition. Thl. a•••••m.nt is attributed to a report issu.d by Duff &
Phelps Rating Ag.ncy.

My conc.m with this article i. twofold. Firat of all, I di.agree with the article's
conclu.ion regarding the seeming Immunity of telephone companies from the etfects
of competition. Secondty, this aeaessment i.incon.istent not only with prior opinions
expreaaed to me by Duff & Phelps, but .-0 with the opinions I off.r.d to the
Commission in the context of the LEC Price Cap R.view.

As you may recall, I stated that the external investment community is concerned about
the uncertainty created by regulation, _pecialty as It pertain. to the abiHty of
regulatory policy to keep pace with increasingly competitive market conditions. I also
expressed my opinion that failure by regulators to continue (and improve upon) the
progre.s begun four years ago when price caps were implemented would not be
consistent with the continued evolution in the mark.t place and, thus, will likely be
viewed negatively by the .xtemalinvestm.nt community.

To satisfy my own concerns about the Communication. Daily article, I read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. I am now satisfied that the opinions of Duff & Phelp. are
consiatent with the opinions I have presenbtd to the Commission. I am certain that,
after reading Mr. Stork'. comptete report, you wHI agree that It i. a balanced
.....sment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the eff.cts of competition.

Sincerely,

JJL1J~

Attachment



Sallie L. Westbrook
Managing Director 
Investor Relalions
and Shareowner Services

~ J""uary 17,1995

Ma. lMIren J. Belvin
Senior Leg" Ac:Msor to Commi..ioner Quello
F...... Communic8tions Commi••ion
1819 M Street, N.W., Room 802
WMhington, D.C. 20554

Dear M•. Belvin:

SBC Communicalions Inc.
115 E. Houston Street
Room B-A-50
San Antonio, Texas 18205
Phone 210351-2100
Fax 210 351-2011

On January 3, 1186, an ricle appe.... in Communicationa Daily which caused me
concern. The article, e..tltled "Telephone CompIInies WMther Competition, Retain
High Credit Ratings,".~ that telephone companies .re not at .igniflcant ri.k
from growing competition. This ••se••ment I••ttributed to a report Issued by Duff &
Phelps Rating Agency.

My concern with this ricle I. twofold. First of "I, I disagree with the .rticle's
conclusion regarding the seeming immunity of tetephon. companl•• from the effects
of competition. Secondly, this ......ment is inconsistent not only with prior opinions
express.d to m. by Duff & Phelps, but 8fso with the opinions I offered to the
Commis.ion In the context of the LEC Price C.p Review.

As you m.y recall, I stated th.t the .xtern.1 investment community I. conc.rn.d about
the uncertainty created by regulation, especially .. it pertain. to the ability of
regUlatory policy to keep pace with increasingly competitive market condition.. I also
expressed my opinion that failur. by regulators to continue (and Improv. upon) the
progress begun four years ago when pric. cap. w.re Impl.mented would not be
consistent with the continued evolution in the market place .nd, thus, will likely be
viewed neg.tively by the external Inve.tment community.

To satisfy my own concern. about the Communications Daily .rticle, I read the full
report cited In the article (copy attached for your Information) and spoke to the author
of the .rticle, Mr. Jim Stork. I am now satisfied that the opinions of Duff & Phelp••re
consistent with the opinion. I h.ve presented to the Commis.ion. I.m certain that,
after r.ading Mr. Stork'. complete report, you will agree that it Is a balanced
a.....m.nt and cleariy doe. not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

dJf.;.~cJ~

Attachment



Sallie L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

~ J8nu8ry 17,1995

Mr. James R. CoItMrp
Special Advisor to Commissioner S.rrett
FederIll COft'tft'tunicMlons Commi••ion
1919 M Street, N.W., Room 826
Washington, D.C. 20654

De.r Mr. Colth.rp:

SBC Communications Inc.
175 E. Houston Street
Room B-A-50
San Antonio, Texas 7B205
Phone 210 351-2100
Fax 210351-2071

On January 3, 1916, .n articte appeared In COft'tft'tunicationa D.ily which c.used me
concern. Th••rticI., ."tltIed "Telephone Companies Weather Competition, Retain
High Credit Ratings," ..,...ta that telephone companies .r. not .t slgnlflc.nt risk
from growing competition. Thi•••••••m.nt I. atbibuted to a report is.ued by Duff &
Ph.,ps Rating Agency.

My concern with this articl. is twofold. First of aM, I disagree with the .rticle's
conclu.ion reg.rding the seeming immunity of t81ephone compani.s from the effects
of competition. Secondly, this ......ment is inconsistent not only with prior opinions
expressed to m. by Duff & Phelps, but .Iso with the opinions I offered to the
Commis.ion in the context of the LEC Price Cap Review.

As you may recall, I stated that the extern.1 investment community i. conc.rned about
the unc.rtainty cr.ated by regulation, especially _ it pertains to the ability of
regulatory policy to keep pac. with Incre.slngly competitive m.rk.t condition.. I also
expres.ed my opinion that failure by regulators to continu. (and improve upon) the
progress begun four y..... ago when price cap. were implemented would not be
con.i.tent with the continued evolution in the market place and, thus, wltlllkely be
view.d negatively by the external inve.tment community.

To satisfy my own concerns about the Communic.tion. D.ily article, I re.d the full
r.port cited in the .rtiele (copy attached for your inform.tion) and spoke to the author
of the .rticle, Mr. Jim Stork. I.m now satiafted that the opinion. of Duff & Phelp. are
con.iatent with the opinions I have presented to the Commission. I am certain that,
after r.ading Mr. Stork's complete report, you wi" .gree th.t it is a balanced
a.....ment and clearty does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

dJLjJ~

Attachment



Sallie L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

~J.nuery 17,1996

Mr. Richard welch
Lepi Advisor to Commieaioner Chong
F...... Communicati0n8 Commission
1111 M Street, N.W., Room 844
Washington, D.C. 20554

Dear Mr. Welch:

SBC Communications Inc.
175 E. Houston Street
Room 8-A-5O
San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

On January 3,1185, an article appeared in Communications Daily which caused me
concern. The article, entitled "Telephone Companies Weather Competition, Retain
High Credit Ratings," suggests ttMlt telephone companies are not at significant risk
from growing competition. This assessment is attributed to a report issued by Duff &
Phelps Rating Agency.

My concern with this article is twofold. First of aU, I disagree with the article's
conclusion regarding the seeming immunity of t81ephone companies from the effects
of competition. Secondty, this a.....ment ia ineonsiabmt not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions I offered to the
Commission in the context of the LEC Price Cap Review.

As you may recall, I stilted that the extema. investment community is concerned about
the uncertainty cre_d by regUlation, ..pecially as it pertains to the ability of
resI,ujatory policy to keep pace with increasingly competitive market conditions. I also
expressed my opinion that failure by ....ulators to continue (and improve upon) the
progress begun four years ago when price caps were implemented would not be
consiatent with the continued evolution in the market place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns about the Communications Daily article, I read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. lam now satisfied that the opinions of Duff & Phelps are
eonsistent with the opinions I have pr..ented to the Commission. I am certain that,
after reading Mr. Stork's complete report, you will agree that it is a balanced
assessment and clearly does not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Attachment



Sallie L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

~ January 17,1995

Mr. Jame. C..-rfy
Senior Legal Advisor to Commis.ioner Ness
Fedenli Communiclllion. Commission
1919 M Street, N.W., Room 832
W••hington, D.C. 20554

De.r Mr. C....rty:

SBC Communications Inc.
175 E. Houston Street
Room 8-A-50
San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

On January 3,1915, an ricle appeared in Communication. Daily which caused me
concern. The article, entitled "Telephone Companies W.ather Competition, Retain
High Credit Ratings," suggests that telephone companies .re not .t signtflc.nt ri.k
from growing competition. Thi. asses.m.nt is attributed to a report issued by Duff &
Phelps Rating Agency.

My concern with this article is twofold. First of .", I disagree with the .rtlcle's
conclusion regarding the .eeming immunity of....phon. companies from the etrects
of competition. Secondty, this ......ment is Inconsi"'nt not only with prior opinions
expr....d to me by Duff & Phelps, but aleo with the opinions I offered to the
Commi.sion in the context of the LEC Price C.p Review.

As you m.y rec.'I, Istat.d th.t the extem.1 investm.nt community is concerned about
the uncertainty created by regulation, especially as it pertain. to the ability of
regUlatory policy to keep pac. with increasingly competitive market conditions. I also
expressed my opinion that failure by regulators to contlnu. (and improve upon) the
progress begun four years ago when price caps were implem.nted would not be
consi...nt with the continued evolution in the m.rk.t place and, thus, will likely be
viewed negatively by the external investment community.

To satisfy my own concerns .bout the Communic.tions Daily articl., I re.d the full
report cited in the article (copy attached for your information) and spoke to the author
of the artlcl., Mr. Jim Stork. I am now satisfied that the opinion. of Duff & Phelp••re
consistent with the opinions I have presented to the Commission. I am c.rtaln that,
after reading Mr. Stork's compl.te r.port, you will agr•• that it is a balanced
as..ssm.nt and cI.arty does not repr.sent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely,

<§$ ;I.tJ~

Attachment



SalUe L. Westbrook
Managing Director 
Investor Relations
and Shareowner Services

( _ Jllnuary 17,1995

V
Mr. A. Richard Metzger
Deputy Bureau ChW..()perations
Common Carrier Bureau
F...... Communic8tions Commission
1919 M Street, N.W., Room 500
Washington, D.C. 20554

Dear Mr. Metzger:

SBC Communications Inc.
175 E. Houston Street
Room 8-A-50
San Antonio, Texas 78205
Phone 210 351-2100
Fax 210 351-2071

On January 3,1985, 11ft articf. appeared in CommunicatJons Daily which cauaed me
concern. The article, .,,1ttIwd "Telephone Companies Weather Competition, Retain
High Credit Ratings," suggests that telephone companies are not at significant risk
from growing competition. This assessment is attributed to a r.port issued by Duff &
Phelps Rating Agency.

My concern with this article is twofold. First of all, I disagree with the article's
conclusion regarding the seeming immunity of letephone companies from the effects
of competition. Secondty, this .....sment is inconsistent not only with prior opinions
expressed to me by Duff & Phelps, but also with the opinions I offered to the
Commission in the context ofth. LEC Price Cap R.view.

As you may reca'l, I stated that the .xterna' investm.nt community is concerned about
the uncertainty ere'" by regullltion, especially aa it pertains to the ability of
regulatory policy to keep pace with increasingly competitive mark.t condttions. I also
expressed my opinion that failure by regulators to continue (and improve upon) the
progre•• begun four y... ago when pric. cap. were implement.d would not be
consistent with the continued evolution in the market plac. and, thus, willlik.ly be
viewed negatively by the .xtemal investm.nt community.

To satisfy my own concerns about the Communications Daily article, I read the full
report cited in the article (copy attached for your information) and spoke to the author
of the article, Mr. Jim Stork. I am now satisfted that the opinions of Duff & Phelps are
con.i.tent with the opinion. I have pre.ented to the Commission. I am c.rblin that,
after r.ading Mr. Stork's complete report, you will agree that it is a balanced
a•••••m.nt and clearty doe. not represent an opinion that telephone companies are
uniquely insulated from the effects of competition.

Sincerely, U ,

c§~/rJ~

Attachm.nt



Telecommunications FirmsI Financial Performance
Continues to Approach the Level of Industrials

...... J. Stork. CFA
Gro~ vice President

(312) 368-3125

will s!w!y jrqp= fgr ........, jn 'bE

.4:S~w· 519& ~ Asa
result. the financial performance of the telephone in
dustry will not have to be as high as the financial per
formance of most industrial companies in order to
maintain a given credit rating. W. tJsIns that z
en. tmm gcw Mryjsp. COIt'-QI*-' i*Wi\''' and.
unsisrlyjng wdustry volume;m;; Mil !!I0w the
teleDh0::an::anies to continue to modest!~
p~!." . I penornw;:; o;r t6j19nJ-~
Those companies that remain committed to maintain
ing credit quality should be able to do so, even in an
increasingly competitive environment.

However. we also note that less than 10% of the
companies in our industrial wUvu. are rated 'AA-'
or higher. In contrast. approximately 60% of the com
panies in our telecommunications universe are rated
•AA-' or higher. As the regulatory incentive to main
tain strong equity ratios disappears ina fully competi
tive environment, the willingness of the telecommu
nications companies to maintain currentstrong levels
of financial performance will become an increasingly
important credit rating factor.

October 1994

CHlCAGO
NEWVORK

LONDON

Competitive Risk Analysis:
Telecommunications

as Industrials

Competitive pressures are rapidly inaeasing
within the local exchange telephone industry.
As business risk grows. the financial perior

mance of the industry will have to strengthen in order
to maintain credit quality.

This report looks at the level of finanaaj perior
l1UII1Ce required to maintain a given level of credit
quality in fully competitive industries. and then com
pares that to the current rinanaai periormance at the
teiecommumcanons industrv. Because Of the stron~

finanaal pertormance ot the telephone tndustry In re~
(ent years. the median credit protectlon measures at
the telephone companies have grown increasin~ly

closer to the median credit protection measures gen
erated by similarly rated industrial companies.

We then compare the relative levels of business risk
between the telephone industry and 22 other indus
tries. We do this by an in-depth analysis of the volatil
ity of earnings and cash flow for these industries over
the past fifteen years.

We also analyze the level of competitive threats
that the telephone industry will face in the future as
sumin~ a tully competitive environment. and com
pare this to the level of competitive threats faced by
typical industnal companies. Although business nsk

Duff & Phelps Credit Rating Co.
Telecommunications Ratings Group

.·I'I!CIAL I'I&toIrr
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L Financial Performance in a Competitive Arena

Definitions of Key Tenns

;.1,.s compegtiye barrieIJ have come tlxpenditures: I hOlls or IIIl ratIos rererrmced ill this report.
~lown, invptO[$ haY'irJURc iPS"'N'- • revenue growth from new ser- :'t'e tlu: ~Idebar ('L'IOWI. This rapid
:n~iv concemeci about the imP'S pf I ,'ices: ' stren~erungotrinanoaiperiormance

..:ompetl9onontnssmrits'"Hty0ftbe, • alternative regulatory plans that li.e.. lowering or financial risk) has
!NI ex~nu 'tlsphtms cgTUqies I have prOVided incentives for aggres- helped offset the lIlcreases in campeti-
'LECs).~ fear is that competition 1 ~ivecostcutt1n~byaHowin~the LECs I tivethreatsandresuitedinstableaedit
from the lon~ distance carriers. com- I to keep some of the benefits of reduced quality trends.
peotive access prOViders ICAPs). cable I t!xpenses: The cmical question that we will
TV comparues and wireless companies • the ability to shift capital spend-address 1Il this reoo" is: To whatextent
will result in revenue losses. lower ing trom conversion to digital central does the quantl~tlve rinanciai perfor-
pront ma~ms. deterioration in finan- , uffice SWitches and implementation of mance of the LECs have to improve
..:ial pertormance and lower credit I Signa1inl!: System Seven capabilities to further to maintain creditquality in the
'lualitv. the construction of fiber-intensive. face of continuing increases U\ campe-
~ risk i~ d~i~~ broadband networks without causing tition and business risk? [t is one of the

wi;tjnQusttV. M;:r;t~: .1 sizable increase in capital spending fundamental tenets of credit analYSis
.~Illwlv. ~ in some cues rapS!v. reo levels. that higher business risk must be offset
treaang:m tiiIOOSJeycl. However, As a result of these stren~. we by lower financial risk if credit quality
.1S W~ ar~ed in our Au~t 1993 in- I .lr!i;Ued in our Au~t 1993 repon that I is to be maintained. That is why a steel
,lustrv report. "Credit Trends in a the LECs wouki be abic to Improye ' companv requires much hi¢ler quan-
Cumoetltl\'e Environment,' we be- their guaaptetiye rlO;wgai pmgr- titative oerrormance to mamtain a
lil!ve the LECs have a number or com- manc::e enaulQ to ot. e:sFZCStWi in- given credit ranne: thiUl a utility com-
petitive strengths that should aUow for , cre~~~~~~ piUly does. The steel company's earn-
maintenance of credit quality despite ;ta=rc :: ingsandcashtlowareiarmorevolatile
increasinl'; business risk. These tactors lNS has cenainly happened in the past t than are those oi utility companies.
indude: year. and we expect these trends to "\ Therefore. the steel company requires

• the ability to continually drive continue over the next several vears. cl greater financial cushion to maintain
operatin~ costs lower: As can be seen in Table 1. the financial I cl given creditranng. Table 1shows the

• strong internal cash fundin~ that periormance of the telecommunica- application of this principal inpractice.
.ll1ows for maintenance of conservative tions Industry has improved signifi- [n generaL the financial perfor-
capital structures despite heavy cOlpital candy in the past five years. (For deftni- mance oi the industrial companies in a

EBtrDAllnterest 00 = Net earnings before interest.
taxes. depreciation and amort:1zation divided by gross in
terest expense.

EBrroA MaJ!in (%) =Net earnings before interest.
taxes. depreciation and amortization divided. by total rev
enues.

EBlTDAtrotal G1pital ."0) = Neteuningsbe£ore inter
est. taxes. depreciation and. amortization divided by the
sum of totallong-tl!ml and short-term debt. preieiied eq
uity. and common equity.

EBlTDAlTotal Debt (".) = Net earnings before inter
est. taxes. depn!'Ciation and. amortization divided by total
long-term debt and short-term debt.

Fixed Owp Co,.,. 00 = Net eammRS before in
teft!ltt and taxes plus the estimated interest component of
offbalance sheet fixed obiiptions divided by gros intel'
est expense plus the esti4UdEd intefl!St component of off
baJaace sheet fixed oblisatiDns.

Pretax In.....eo••,.(X) =Net eamin~befote in
tefeSt and ta-.dmded. by gross inten!st~

Our industrial analysts have typically focused their n
nancialrisk anaiysiaon fixedchargecavera~. as~
to pretax interest coverage. which is more cmIuuoniy used
in utility analysis.

A fixed chatpalverllp IlCijusts the pretax intmItaN

erage for the impact of off ba1aDce sheet itemssuch. 0p-
erating 1eaIes. Duff It Phelps Credit Rating Co. ___
that the inatnItc:cmpcmentofoperaq__ is equal.to
onHhirdofaN'IUa1opaatill8__expeR(cxw-drilllillllt
expente). 8ecauM tiu!Ie off balmce shIet i""-'have
tended to be mirIiIMlwidUnthe M.IecomanunalinNm
dustry, we have hisiDdcally focused on the pnlaXimInlIt:.
coverage in our analysis.

Wlthinthe.-.n:utiiilYindustrv,howenr',oIfbd nat.

slwetitlemssuch.purchIi.ipoMrandgeMUdiagpiallt:~
le8Ieoblisatianscmhaveasign:ificantimpactanthacm:tit
quality of an eiectric utilily~ 1luntore. our .....,...the
e1ec:tric:s has always foc:uIm onan adjusted.prIIl:6X.iadw.t.
coverage,...aally the 111M as a fixed duapw....~

Forcowpaaative~Niativetotheind_ '-.:we
havecaladated tbefim:id-sewvera!lfor..af.....
CDJIIIIIUnicatiansCClGlpwniM1hat.wefoJlowmTalililiLWe."
have also shown the.-iBtI"DA. iJUBeIt CU'.Ia; and;:.;,;.
EBITDA to Total Debtb, fatil18category.
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Median Levels of Financial Performance by Rating Category a
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AAA
Teleconuo (7) 125 109 95 100 99
Induslrials (2) 51.5 34.0 23.8 25.1 30.0
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Induslrials (16)

9.6
18.7

81
9.0

76
73

62
5.0

62
5.1

~9

3.9

6.1
3.1

7.4
7.5

5.4
4.6

59
4.6

~2

4.1

3.3
2.8

6.4
66

50
5.1

53
3.9

47
3.4

2.5
2.3

67
5.0

5.6
4.5

50
4.1

55
4.4

24
2.6

6.2
45

70
5.2

52
5.0

·11
3.7

2.2
3.2

46
66

3.7
4.9

36
4.4

2.7
2.4

2.U
28

24
2.3

3.4
1.7

4.2
48

4.1
3.4

33
3.9

2.4
2.6

2.3
2.4

2.1
2.4

1.9
1.5

45
61

3.5
3.9

2.8
3.1

2.4
2.6

2.2
2.2

19
1.8

1.4
1.3

4.7
53

36
3.7

3.2
38

28
2.5

20
2.6

20
22

1.3
1.5

·12
42

34
49

2.8
35

33
30

23
26

III
21

1.1
1.6

71.3 766 71.2 754 747
142.9 909 769 500.0 2500

64.9 61.7 569 59.4 64.8
69.7 55.6 563 667 714

58.7 58.6 55.5 556 549
~.6 ~.3 ~8 ~5 MO

473 460 42.6 461 553
47.7 43.6 42.0 500 52.6

56/ 550 51 ti ·'·Ill ·ltJl
47.7 47.7 400 426 52.6

408 35.9 309 3ll I 329
385 43.5 29.4 44.5 526

361 300 2U2 228 27.9
27.9 26.3 23.9 23.3 33.9
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Our ratings currently retlect the
higher busmess risk or the lon~ dis

! tance and cellular industries. The re
sults or these comparues already com
pare quite well with the kind at aver

I ,1ge iinanciai periormance that is re
I quired tor an industnal company to be
i rated. within the 'BB8' category. These

'8B8' rated telecommunicatioN com
panies do not need to ~rate increas
ingiy stron~er rlnanaai pertormance to
maintain their current ratings, Any
continued improvement in quantita-
tives will likely resuit in upgrades.

We believe the median iinancial
pertormance ot the telecommunica
tions companies in the 'BBS' category
ilisa highlights our concern about the
credit ratings of the cable TV compa
nies. Amonji!; the cabie TV companies,
onlv Tel and Time Warner carry in
\'estment-~de ratlO~. Yet the finan
cial perronnance or TO and Time
Warner as measured bv the three ratios
shown in Table 1 is wen below the me
dian financial pertonnaraof the 'BBB'
rated telecommunications and indus
trial companies. As the two industries
begin to compete directly, the level of
business risk faced bvcableTVcompa
nies and telecommUnications compa
nies wiD become inaeaingly similar.
As a result, the financial pertormance
of the cable TV industry is going to
have to improve if credit ratings are to
be maintained.

the two groups ur cumparues is wider
in the higher rimn~ cate~ones. In the
'BB8' ratlOgcaree;ory, the median 1993
financial perrormance or the telecom
municatioN companies was, WIthout
~xception. stronger than the median
1993 financial perrormance or the in
dustrials, as measured bv the three ra
hos shown in Table 1. '

v¥hat this dichotomv suggests is
that the hurdle to maintain a 'AA' or
'AAA' ratine; in a competitive industrv

is q.uite hi~ As the c=~e
thrptt within thf"'iAjC9jjlji . tions
industrY sonljDuc to ",,1•• <;90013- I

ni!! _ '44'.wd 'AM' wW baye tg

":0'" tp TnH" imp'lY' their fi
nE'l ..... tp gwptajn thejr
C'.1nptra-.However, the telecom
municatiON companies that are rated
in the 'BB8' ca~ory have a/.readv ex
perienced a dramanc increase In the
\'oiatilitv or their operatIons.

[t is important to note that the
slmple of telecommunicatioN compa
nies rated '8BB' is small (there are onlv
four companiesspread across the~
gradations I. Two companies (Sprint
Corp. and lOB Communications) gen
~rate a la~ portion or their operating
cash flow trom the fully competitive
long distance business: the other two
(Centel and Telephone and Data Sys
tems) have made significant invest
ments in the relatively more volatile
cellular industrv.

~i\'en ratine; cate~ory is hi~her than the
iinanclal performance or the telecom
municatIons comDanies.

\¥hat 15 interesnn~ to note is that the
median quamitltive measures ot pro
tt!etion tor the telecommunications I

.:ompantes are in many cases aireadv I

verv near, or even above, the levels rt!
quifed tor similarlv rated industnai
.:ompanies. For example. the 1993 me-
..Han EBtTDA interet covera~ ratIo I

.md EBITDA to Total Debt ratio for the
',-\' rated telecommunicatioN compa- I

(lies art! higher than the median ratios I

tor the' A' rated industrials (7.6X VS. I

;-,3X and 590
;, \·s. 56%, respectiveIv I.

TIlere are numerous other examples
where the telecommUnications
quantitatives are near or above the
'luantit&ltives or the similarly f&lted in- I

..lustna! companlt!S.
Ilwestors can dr&lw st!veral other I

.:onctusions trom Table 1. Thedifferen- I

hal between the ratios or similarlv I

rated industrial and telecommurucil
hons comparues has narrowed in the
past tive years because of the solid fi
nancial performance of the telecom
munications industrydUrin~that time.

*:;t=uDmana;r:b;
i!JiHIrY's sU1l'" """PI pmor-

nbeSesb!::llfkwithin
t ustrv was a !J!!I!I.

It is aISO noteWorth;;that the gap
between the tinanoal. performances of

J

dustry was quite low.
But let's look at the telecommunica

tions industry assuming there are no
rep1atory restrictions on competition.
Even in a fully competitive telecom
munications environment. the barriers
to entry will remain quite high. The
capital investment required to enter
the local exchange marlcet is huge as
are the potential economies of scale.
LECs today have the ultimate in secure
distribution channeis - theY' own the
distribution channel (the lOcal loop,.
Competitors can build a similar distri
bution charmei (cable TV and wireless
networks), but onlv at high cost. The
industrv is insuJa~from competition
from unports. You can't build a local
telephone network withchap labor in
Asia and ship it to a hip<ost area in
the Unitl!ci States. Brand. identification
is very high, although potIntW com
petitors such as AT&T and MO have

~nt industries. Porter has described the
five basic competitive forces as (1) Ease
of Entrv and Exit. (2) Rivalrv Between
Existing Competitors, (3)' Pressure
from Substitute Products, (4) Bargain
ing Powerof 8uyers and (5) Bargaining
Power of Suppliers.

Using Porter's five forces as uen
eral guide, we can compare the"'Eom
petitive position of the telecommunica
tions companies with steel producers,
Historically, one factor was of over
whehning importance when assessing
the competitive nature of the teiecom
munications industry: government
policy as a bamer to entry. As a result
of the regulatory mandate that pre
\!ented competition and essentially
guaranteed the industry recovery of its
operatine; expenses I including a return
of and on capItal investmentI, the cash
t10w volatilitv and thereiore business
risk of the local exchan~ telephone lO-

IIBusiness Risk in a Competitive Arena
I
I

I,

To what extent is further finanCial
perionnance improvement required. to
maintain the credit quality of the
higher-rated telecommwueations com
panies in the face of inaeasing compe
tition? To answer that, we need to ex
plore the differences in business risk
between the telecommunications com
panies and the average industrial com- II

pany.

~IEE'a1
..10_ ..... ' me ' I.sap...q; averne Dnm 9* lO- I

dUItr'V,~Wth~ tpd Qumer- I.2lI,gt6~~rkOfMic:ha.el
Porter, an acknowledged expert on I
comoetitive strategies, is useful in I
comparing the business risk of differ- ;.4
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·tron~ branas Or their own.
Switchinlit costs are hilith. Tu use a I

.:ompetiti\·e access proVider as a iocai

.:arner. the end-user currentiv IS re- I

'luirea to ch.mge his phone number.
[n the tuture. number t'ortaoHitv

'.\'111 illlow a customer to choose iln- !

,lther tocill c.1rrier WIthout cn'lmtln~

his/her phone number. This wlii si~

nuicantiv lower swltchin\; costs.
TI1K s\lmbiniltion ot all the ti'c:r!¥S I

:nentlolll'U .lbu\'c leads . to n 'I
that the ''''Iii rc num-
l'er or spmpt:tJt9tS The LEC~. bv their I

~ILe. \VIii n'm.111l the most ~1l':lltru.:.:mt

force 111 (111..' lu,.llexchanll;c bllSl1les~ III I

thl' s.lml· 1ll.lIlnl'r thJt AT&T i~ till'
most SI~IlIt1C"l1t torce III thl' IOIl~ di~

t.mCt! IIldustr\".

The b.lr!.~.lIll1n~ power or bll\'l'rs I

,l'USIIlCSSl'S .1Ild COllsumersl ,lbll "'1I~

~~~ts rl'iatl\'d\' low ("ompentl\'e rurces. I

'.<1 lllll' CUS(lIIllL'r h,lS slt:nltlGmt ('l;tr- ,

';.1U111l1! PO\\'l'r on'f the LU_:" L'l'(.llISe
'. Irtui1l1v l'\'l~rv busillL~S .md honll' Ilas I

.1 phone.
In onlv ., iew businLosses ISlich as

telemilrketin~, is the cost ot telecom
municiltions service il sill;niricant cost

-II

lIt doinl! busmess. ImpIYIn~ thilt cus- I

tomers hi1ve little levera\;e. in aadition.
telecommumcations spendin~ by con
:;umers is a small portion ot toti11
household expenaitures. \\'e beiieve
most consumers \"lew telecommumca
hons serVIce as a bar~am relative to the
\'<liue i1dded to their businesses or their
personal lives.

The consiusjep thilt can be sirawn
irom this emilY'" i' thpl even !D i1 tully

~\;~~ ~bECs.ue ; t C ==:;.; e ievel
,It rom_tn', tbmSi

L~t's conmtst that WIth the steel in
dustrv. Althougtl the steel industry
.:llL'S h;t\·~ I.lr~e capital barriers and
l.lrI~~ t.'Clll111miL'S or scale. bri1nci identi
riC,ltlOn IS low .1S are switchin~ costs.
,The ~ruwth ot mtnimills has proven
th.lt the C;t pi t'll b;trners to elltrv In this
bu~mess Me not .:IS high as thev once
·.\l'n... /

\Jditionill!\'. stct'i IS il commodity
th;tt CJI1 be pro\'lded b\' <lny number ot
(ompa1lles throu\!;h open distribution
channels. TIlcre are <l l<lr~ number or
,"mpcntors 111 the industry. With no
"ne dominant company. Steel faces

Coefficient of Variation
1979·1993

Tele... II.UI.-*'- ............ •

connnuai threats irom substitute prod
ucts such as aiuminum and plastic.

.-\n important negative compenti\'e
issue is the strong bargaU\in~power or
the automotive companies. the la~est

buyer or steel products. Steel is a lar~e

part ot the cost of their product lal
though this is becoming less true I and
50 thev are extremely monvated to ~et

the best pnce pOssible. Industry
growth is slow and the dependence on
the auto and construction industnes
leads to high economic cyciicality. This
analysis su~gests that the competiti\'e
threats ilnd business risk within the
steel industry are well above average.

.-\lthouV;h business risk anilIvsis
employs a relatively high level ot sub
jective judgment, some ot the malor
business nsk factors can be quantified.

.-\t its most basic level. business nsk
.malvsis attempts to understand the
\'olatilitv ot eamm~ and cash flow or
.l comp~nv or .10 mdustrV. Thererore.
we have undertaken an extensive
analvsis ot the volatilitv or different m
dustnes usin~ several key statistical
measures.

Tablt 2 explores the historical vola-

Industry
{samDle S/zel

Of, Change I

cBlTDA
Coelticienr ' !ndustrv

Fixed Charge
Coverage

Coefficient Industrv

PretBx Interest
Coverage

Coelticienr Industrv

c81TOAi
Total CaDital

Coellicient

Health Care 1301 0.32 F~oatBeveraqe 0.08 Food/Beverage 0,09 Food/Beverage 0.05
Food/Beverage \231 \J.50 Diversified Inoustnals Q.l0 Div&rsltlea Industnals 0.11 Clothing 0.06
Media '171 0.72 Electnc Utllltv 0.11 Electnc Utility 0.11 Retail 0.09
Clothing (1 1) 0.78 Clothing 0.13 Clothing 0.13 Consumer 0.09
Electnc Utility (241 0.81 Retail 0.15 Electrical Eaulpment 0.16 Diversrtied Industnals 0.09
Telecomm. (11) 0.82 Electncal EoulDment 0.17 Retail 0.17 Electne Utility 0.10
Services n81 0.84 SeMees 0.19 Chemical 0.22 Health Care 0.10
Retail 1381 0.92 Telecommunlcauons 0.19 D&P ComDoslte 0.22 SeMC8s 0.11
Electrical Equip. (16) 117 D&P Composite 0.20 Services 0.22 Electneal Equipment 0.11
A~JDefense (12) 119 Chemical 0.20 TelecommUnications 0.24 D&P Compollt8 0.11
O&P ComPOSIte' (4061 136 AefOsDaC81Defense 0.22 Machinery 0.25 TfanlC)Orta1IOn 0.12
Consumer Prod. (271 148 Consumer Products 0.23 Consumer Products 0.26 Aerospac8lDefense 0.13
Transponanon (16) 1.69 Health Care 0.24 Health Care 0.28 ChemICal 0.13
HomebUildJFumisn. (13) 1.93 Machinery 0.25 Nallnl Gas 0.28 Natural Gas 0.14
Chemteal n 91 199 Natural Gas 0.28 Tra~natlon 0.28 TelecommUnications 0.16
Natural Gas (t51 2.28 Transoonauon 0.29 AerospaceJOefense 0.29 Oil 0.16
Diversified Ind. (21) 2.31 Paper 0.35 Computer SysJSoftware 0.36 Machinery 0.19
AutostTrucks 113) 2.39 Comm./Office Equip. 0.36 Paper 0.36 Media 0.19
CotnmJOffice Equip. (101 2.56 Computer SvsJSoftware 0,36 CommJOffice Equip. 0.43 Paper 0.20
P_r1111 2.96 Media 0.38 Oil 0.43 HomebuildJFumishing 0.21
Machinery (21) 3.33 Oil 0.38 Media 0.44 Colt1lUt8l' SysJ50flwant 0.24
Computer SysJ50ft. 1211 3.37 HomebUlldJFumishlng 0.42 HomebulldJFumlShing 0.49 Comn'IJOfflce Equip. 0.25
Metals '191 4.17 Metals 0.76 Metals 0.79 Autos/Trucks 0.37
Oil (291 115.20 AutoS/TrucKs 0.82 AutosfTrucKS 0.83 Metals 0.42

·Exetudes IleCtnC utiiItIe ana IelecommunlCallOns comoanMtS Data: Comouslal Calculal1ol'ls: Ouff & Ph..Credit Rating Co. s.
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hi~hcr \'olatilir.· than the locill ex-
, d~an~c mdustrY. But once a,.;ain. the

important point is that the higher risk
portion ot the telecommunications in
dustrv I. the long distance industrvl
dUrin'go the higher nsk period of the
past rHteen years I 1984 to 1993) still ex-

, hibited below a\'l~ra~ volatilitv when
compared to the typical industrial
..:ompanv.

We believe the lon~distance indus
try orfers a useiul comparison for judg
ing the potential volatility or the LECs
in a more compentive environment.
The two industnes have many link
.lges.

The access revenues of the LECs ilre
nothinj; more than payments by the
lonll: distance companies tor the use of
the LECs' networks for d\e origination
,md termination or long distanCe caUs.
TIlererore. ion~ aistance minutes or use

..enerated bv the,., .
customers or the
long distance carri-
ers are directly cor
related to the ac
cess minutes of use
provided by the
LECs.

Additiona 11 y•
the long distance
companies are the
natural competi
tors for intraLATA
toll calls now that
competition is al
lowed in this busi-

ness in nearly everY state. Therefore.
the volatility or the intraLATA toll
business or the LECs should be similar
to the volatilitv or the intrastate long
distance business oi d\e long distance
carriers.

Of course......eem.l~
\·ice piece pi & I E tWt!Ju! ijP
will remain subjes;t tp onIv mjnjma!
c••pm in me _ 11mb As a re
o;Wt. we expect that the LEe industry
will exhibit less \'olatilitv in the next 10
years than the long distance industry
has in the past 10 years. Yet as can be
seen in Tables 2 and 3. the long dis
tance industrv has exhibited more sta
bility in the past 10 years than the aver
age industrial company.

Although no one can estimate per
fectlv how volatile the earnings and
cash flow of the teiecommunications
industrY will become in a more com
petitive environment. our subjective
.lnaivsis of the comoetitive torces rac
ing the LEC industrY and our compari-

, son or the LEe industry to the longdis-

Coefficients of Variation

nopoly in local exchanli!;e operations In

most ot the Linited. States and il near
monopoly in lon~distance. After 1984.
AT&:Ts long distance rranchise began
to erode rapidly. the local exchange
(ompanies began to suffer growin~

(ompetitive losses. and cellular opera
tions became a growing (and more
volatile) piece ot the cash flow stream
ot the industrv.

As expected. Table 3 demonstrates
.1 dramatic increase in volatility be
tween these two periods. Yet notwith
standing the significant increase in
volatility versus pre-1984. when com
pared. with industrial companies. the
post-1984 telecommunications indus
try has remained one of the least vola
tile industries.

To break this down even further.
Table 3 also looks at the voiatilitv of the
fully competitive lon~ distance'indus
try smce 1984 and the increasingly
competitive local l:!xchanl!;e lOdustrv
since 19M.

The Ion\!; distance industry exhibits

~upermarkets "nri restaurant chilins.
which tend to otrset the voi.:lhlitv ex
hibited. by specIaltv retaders.

From Tilble 2. we can see thilt the
teiecommumCiltiOnS compames have
L',"I:perienced lower volatility than the
,weraj!;e industnal wmpany. Of
(ourse. the teiecommunications indus
try was heavdv~teddUr1nli!; much
llr the past 15 years. which conmbuted.
to its relative stability. What we really
need to look at is the volatilitv in an in
creasin~ly competitive environment.
To get some idea or the increase in
\'olatilitv that occurred as a result ot the
breakup or AT&:Tin 1984. we looked at
our telecommunications universe pre
1984 and posH984. The results are
shown in Table 3.

Prior to 1984. the Bell companil.'S
were still part ot AT&T. which was a
Ilt~avllv re~ulated company with il mo-

'0 Change Fixeci Charge PreTax Int. EBlTDAI
In EBITOA Coverage Coverage TotaL Cap.

TtIIcDm: 1Q-1984 0.67 0.08 0.08 0.02
TtIIcDm: poat·1984 0.46 0.18 0.20 0.07
Lang Distance: 0051·1984 0.87 0.26 0.30 0.08
Loc:IlE.d1ange:post·l984 0,72 0.10 0.12 0.05

The lang dIIlInCe u".".,. COfISlSII of AT&T. MCI and SDrint. The kalexd'lal'1CJe unIVerse
~ of Amemecn. Bell AtIIInbc. 8eISouIn. GTE. NYNEX. Pacific TeieIIs. SouIt1westtm
Bell and U 5 WEST. The teteeammunlCallOnS unIVemt IS the comtlinallOn ot the Iocai ex'
dw'ge and the long 0IStanCe Unsvetl8l.

Da1a:~ CiIcuIIIIlInI: Oult & PhelaI Credit Rating Co.
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t!lit... exhibited. bv different industries.
TI,e methodology that we used in com- I

pilinll Table 2 is described more rollv in I

Appendix A on page '1.
In Table 2. we have ranked indus- ,

tries bv the coerficients ot vanahon I

llver the past 15 years ror tour key ril- I

tios. n,ose mdustries with hi~hercoer- I

ficients have experienced. more volatil- I

ity. As expected.. the results provide I

,;uppon tor the type or intuiti\'e riSK
.lsse;sments that we regularly milke in I

0ur ratln~ judjl;ments.
~ot surpnsingiy. the auto and met

.lls industries exhibit the hilllhest vola
tility. The tood and health care mdus
tril!S exhibit the least volatilitv.

It is interesting to note th:1t the rood.
heaith care and clothin~ industnes
~enerallyexhibited less volatility thiln
the electnc utllitv and telecommumcil- I

ttOns mdustries dUr1n~ the p"st 1:
I ears.,nglil9*

==~e=
g~t , we w •

§ td\e=
t Wffith
_e~~n'=':~
erticularly wbsn
V2\f 50nsjder the
i;;taet ot the colas
sa ~to~Eiili uken
,bv the elrctgc util
ity in~try ilS it tried to recover Its
massIVe investment In nuciear land
some coall power plants 10 the 14:170s
.:lnd 19HOs.

Inflation and regulatory lilg also
Ciluse some volatilitv in the utility in
dustry compared. with the relatively
ineiastic demand for food and health
care. where higher costs are passed.
.110nlll to consumers as they are in
curred.

There were some results thilt
pro\'ed. somewhat SUrprisinK. For ex
ample. the volatility of the clothing and
rl:!tail industries was less than ex
pected.

By further examining the underly
ing data. we noticed. that although the
finanoal periormance or the compa
nies that made up these two industries
appeared. quite volatile. the combined.
industry data was much less so. In
llther words. when one retailer posted.
.1 poor vear. this tended to be offset bv I

the strong results of another retailer.
Our retail universe also encompasses

.6



t.:lllCC maustrv lead us to condude that.
,llthou~n thc business risk in the LEC
industry IS deilrlv increasin~, the level
lit business risk is likelv to remam be
Inw .1\·crilge wilen c~)mpared with
Illost 1I1dustnes.

The stilblt! \l:rt)wth in ,'o!uma, rela
tive bCK pt Ii:CpnnmJ( Q'clicality high.
protit margIns ilno high barriers tp en
trv all sU,?,;I;;t j1 modeit bysings nsk
profile. Therefore, we do not believe
thnt the LECs will hnve to ~enerate ti
nancial pertonnnnce equivalent to the
pertonnance ot the average industrial
(ompanv to achit!ve the same r.:ltm~. In
()ther words. to main~in a .A~~,
""l· dn opt beN;,,,,. tbptfi sy.J:
.vill ha\"t~ to asbieVSi gtixed stvM:R ,p,,
crag 'S;"sl pr i," Urn,::.; or an EBITPA /
Tptal Debt ratio nS Ill":. !the ml-dian
I<.N~ Icwls tor .AX rntcd industrials I.

\Ithou~h modest turther stren~th

"llIng In qu.:mtlt<ltJ\'l· prott!'Ction mea
"'UrLOS will be rClluired to hold credit
'Iualitv .1t current Il'vels as busint!ss
risk conhnut!S to l'SCnlate, we do not
l~lie\'t~ that thy LEes h.U', to tpll)'

dOlie the ).;.)p and match i . I
co nv n l~tl\'l'S to a
giyCD mrigK

~ In our view. the bi~est threat to the
stability ot the LEer sh flow would
be it maryt share losses occur in such
.:l rapid tnshion that cost ruttjnac and
revenues trQrn new semi," are not

.:sble to Immediatelv otfset the negative
impact ot the marlset share losses.

Competttive pressures will not ai
wavs Impact companies 10 a stable and
predictable tashion. There are i1kelv to

bl! vears when market share losses and I

price Clltttn~ wiil result in lower credit
protection measures. Those companies
that ~enerateconttnued improvements
in tini1nclal results todav will be better
.:Ible to Withstand any near-term pres- I

sure thilt develops as a result at in
creased competition. With a higher ri
nancia] cushion, a modest short-term
decline in quanhtative credit protec
tion measures will not automatically
result in a downll;rade. Importantly,
we believe the LECs can continue to
strenll;then their tinancial perfunnance
over the lonll; term. Gi,'en sut"' .
time to 1m 1 v 14 eel
initiati\"~. CUst-euttJPs, rcrcp. [rpm
new ~r\'lCes. and Underl\'~,'olume
arowth Sh\lUld allow the Ce tam;;t
cumpetttive mLlrkct .;hure Ipues and
.prier StU:;

Slow'v losinc; m.lrkct share 10 a
growing markl,t need not .llwavs lead
to deterluration or e<1rnin~s and credit
quality. AT&T i~ .1 ~ood example ot
this principle, Between 11,184 and 1993,
AT&T's market share in the long dis
tLlnce industry dropped trom more
than IJO"I" to less than 00":" and prices
fell dramaticallv.

Yet, AT&1'5 lon!l; distance service
revenues still !;rew at LI compound an
nual pace at 1%, Its gross margin on
lonll; distance services more than
doubled. from S7.8 billion in 1984 to
515.1 billion in 1993, a compound aver
age annual growth r.1te ot 7,i%.
AT&T's cash tlow (funds from opera
tion excluding changes in working
(apltal and berore dividends and capi-

t,,1 expenditures, grew an average of
8.-!'~·" annuailv (tram ~,9 billion to
510.1 billionl, "and its EPS growth rate
was 10.5°0 (from S1.25 to S3.08, ad
justed. to exclude one-time items).

TIle overalll!;rowth ot the long dis
tance industry allowed AT&T to grow
revenues in everv vear. even while dra
matically losing"market share and cut
tinll; prices. Its stronl!; earnings growth
was achieved through aggressive cost
cuttinll; efforts.

During that same time period,
AT&T's pretax interest coverall;C (ex
cluding its financial services opera
tions which are appropriately lever
aged at much higher le,'elsl grew trom
3,OX in 1984 to 12.9X in 1993, Its debt
ratio (also excludin~ tinancial services)
dropped tram 39";, to 28~'".

The decline in the debt ratio is even
more dramanc when vou consider that
AT&T has taken pre~tax write-offs to
taling roul!;hly sio billion during 'the
same lO-year period. The reduction in
the debt ratio was achieved despite
these write-otfs,
~ dramatic im~n

AT&soijUii;, sesh=it

protection measures du!!l!j las!iWvgrs !S not fbi DifPnn_ aco -
panv that has 5tru!1ed to :,:rvi\'e in
an i¥ij5m gly h6Cli;;;N"myjrpn-

.J!!!D1..This is the storY ot a company

tFilt has thrivedf~O~~
trgil\ the rggJl'atn = 5
culturallemargy ot a}QQ.ycar-gld mg-
noPObl. And it has thri"ed despite los
ing 30 percentage points ot market
share in a lU-vear period.

rrrCommitment to Credit Quality

withjn the industry remains a Ionger
tmnthrw.

Earned returns are quite high
throughout the industry; therefore. the
LECs are extremely wary of lowering
the amount of equity in their capital
structure. To do so will only increase
,llready stron~ earned returns and in-7.

We believe it is not just a coinci
dence that roughly one-third of the
telecommunications companies in our
universe are rated'AAA' or'AA+', but
less than 50" at the industrial compa
nies in our universe are rated'MA' or
'AA+',

Nonetheless. even with the adop
tion ot alternative rrguJatjm in many
s~ates, we believeI~c==j@Sii\t Cbijius

In a tully competitive market. rate
levels (i.e.. prices) will not be set based
upon how much equity is in the capital
structure. As a result, we are concerned
that some LECs will rethink their capi
tal structure goals and decide that the

. costs at a 'AAA' are greater than the
benetits at a 'AAA'.In other words. the
lower cost at debt that results tram a
'AAA' does not offset the earnin~s di
lution caused by haVing such a high
equIty ratio,

This is especially true given that the
gap between LEC financial pertor
mance and industrial company finan
cial perfonnancc is greatest at the high
~st rating levels, In other words, the
cost at a 'AAA' is relati"elv higher in a
compentive em'ironment.

ourbi~LECs

=;iki;:;:m:::
with morc leyerage tollowing the.
~ventw11 elimination at rate at tgUJrn

4
r§U&ahgn.

Rate ot return oversi~ht gives all
utilities an incentive to maintain as
much equity in their capital structures
.:IS the re~ulators will allow. Because
rSll;Ulators have allowed many LECs to
earn the higher authorized equity re
turns on equity balances ot up to 00%
ot total capital. many LECs have quite
logicallv capitalized their companies
with a thick component of equity.

These strong capital structures have
led to the lar~e number or .AX and
.:\AA rated LEes.



"ite the increased SCrutlIlV or regula
tors.

:\dditionaliv, althoultn the averalte
LEC subsidiarY rating tS 'AA', the a"V
~ra~e ratm~ or the parent comparoes is
,.-\'. If the subsidiaries were to increase
leveralte, the parent companies would
have to delevera!l;e lust to maintain

'h~~":.":::~~
Wi~;er:Jttlt : t: :
taster deRn!C1able HvSi' This Will cause
reported debt ranos to lump to levels
thilt better retlect todav's economic re
,1lity. B~ause ot this. some companies
may prove reluctant to push debt r... ·
tios even higher. As a result. rather
than ~1Il~ drilmanc chanltcs Ul C"pl

t.:ll structures, Wt' t'xpect that .:Iny
changes WIll be e\'oiutionar\'.

\Ve .:Ire mme concerned In ~eneral

.,bout the aedit qualltv or the pMcnt

LV Conclusions
• - ti ' n has increal'it.od dril-

maticl1llv in the L
(on9pue to 0 so. e LECs' linancial
performance Will have to continue tu
improve modestlv to ottset hi~her

business risk if credit ratln~s .lre to be
maintained, particul.ulv 111 the'AA'
,lOd 'AAA cilte,.;ory. Howen'r, because
llt the stronv; tin::mcial oerrormance ot
the LECs in recent vedrs. the mLodian
creait Orllt~tlOnmeasure~ III the LECs
bv rann\!; catc\!;orv na\'e ~rl'wn increas
1/1e;ly closer to the meaian credit pro
tecnon measures ~enerated bv slml-

compames than we are or their subsid
ianes. We continue to see numerous
invesnnent opportunines that Will put
pressure on thecapital strucrures or the
parent companies unless these IIlvest
ments are nnanced in pan with equlry.

Opportunities ror invesnnents in
local exchanlte, cable TV, and wireless
Protects are likely to abound. domesti
cally and intemationailv. DeDendin~
on the cost ot spectrum '1Il the aucnon
,lOd the size of the population. or
.. pops." that each company or parmer
~hip intends to bid for. personai com
mumc<tnons services I reS) couid eas
il\' require iO\'estments or Sl-2 billion.
rro\!;rammlIl~ im'estments wouid <tbo
likely prLossure p<trent company credit
,\"orthiness.

However. it is jmFI9tWDt to rlmwatt:
th<tt throwo!n pruaent m..nae~m~nc or
the balance sheet. cumoames Cllmmlt
ted to strong credit llUollltv \\"1il likelv

larly rilted industri&li companies.
• Alth risl< will

hi
facin • th 10 be
ow~~mp'rssi to must
liid~==:As a result. the
tinanaal pertormance of the LECs will
not h&l\"e to be as high as the rlnancial
~'ertormance of most industrial eom
pames III order to mallltalll a ~tven

credit ratlIlS!:.
• fhnlu!lUl revenues trom new ser

vices. C01U=eUtgng WIMPY", flOsi un.
deriVing mdustrv voiume growth. we

About the Author
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be able to malllrain credit auality.
.-\ ~ooci examoie is the way that U5

WEST offset the' nsks ass0ci8ted with
its investment III Time Warner Enter
tairunent. Althoue;h Time Warner has
a siltlliricant debt load. US WEST com
pleted a sizable eqUIty offering and ex
ited trom the hi~her risk finanoal ser
\'ices businesses in order to maintain
its credit quality tollowin~ the Time
Warner investment. U5 WEST's acqui
sition or the Atlanta cable TV proper
ties also was completed with a sizable
pornon ot equity in order to preserve
credit quality.

U 5 WEST views the cable TV in
dustry as one of its greatest competi
tive threats. Most cable TV companies
are rated non-Ul\"l!Snnent ~rade. There
tore, U 5 WEST ~L>es Its credit stren~
,1S a com~tltln~ ,1d\'<tnta.and has in
,Heated ,1 d..:sire to mamtain or im
prove Its ratings In the ruture.

beLWv~ th:;~c;ca:at=!mod-;tty ,rn"t'n· na~.&=
Thererore. \\'!:j csnspelD p=t gp-
era"v stab' rig.*lsMLEes
over a two to tour12-fpp.

• We believe Tere is relatively
more downside potentia! in the ratings
of the parent companies and of those
LECs currentlv rated ' AA+' and
',\AA'. Those that choose to maintain
credit ratln~ should be able to do so.
Beware ot those that are not fullv
committed to maintainin~ credit
quality, •

J~lDes J. Stork, CFA, is a group "ice president of Duff & Phelps
Credit Rating Co. He is responsible tor ratmg research on telecommu
nications companies, and is a member or the Credit Rating Committee.
Since 10inin~ Duff & Phelos in 1984, he has been an investment analyst
with responsibility for telecommunications companies, He has a B.B:A.
in Finance Isumma cum laude) from the University of Nolte Dame and
.ln M.B.A. in Finance and St.:ltistics from the University of Chicago,
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fl-. Methodology of Calculating Volatility

t::IJO Duff • Ph.... Crn., lIla.ln" Co.

\Ve have measured volatilitv by cal
culating the coetficient at \'ananon tor
tour separate measures ot finanCial
pertonnance over the past 15 vears.

The tour meilSures that we iooked at
Jre the percent ch'ln!l;e LIt EBITDA.
fixed cha~e tnterest coverage. pretax
Interest coverage. and EBITDA to total
capital. The EBITDA and pretax Inter
I!st coveratl;e are two or the most basIc
measures or credit quality. As such.
however. they surter tram one r1aw
relative to the purpose or this studY.

Anv tnterest coverae;e calculation
can tluctuate as a result of vanabilitv in
L',lmin~ and cash tlow or as a resuit of
chan~ tn the company 5 capital struc
ture. [n other words. interest coverages
reilect buslOessand rinanclai risk. In an
L'rtort to t~l)iate busmess nsk. we
lookt!d .1t the percent change In

EBlTDA and the EBlTDA to total capi
tal ratio.

Althou~ EBlTDA to total debt is a
more traditional indicator of credit
quality. EBITDA to total capital is an
indication at the cash return on total
investment. whether that invesnnent IS
supplied by debt holders or snarehold
ers. Changes in this rana. therefore. do
not retlect \'olatility caused bv chanli!;es
in the capital structures of the compa
nies bein~ analyzed. This allows us to
better compare the relative level ot
busmess rIsk between mdustnes.

We complied tram ~omoustat the
.mnual financlal informanon needed to
calculate these four ratios tor approxl-

T.I __ .

mately 440 companies over the past 15 the standard deviation or a samoie bv
years. We then di"ided the +lO campa- the mean or the sample. The coeiii-
nies into 23 industnes. dents of variation for each rane over

We added the individual companv I the past 15 years sorted by industry are
informatIon to derive an annual indus- I what is shown m Table 2.
trv EBITDA fi~re and divided this bv I We made \'ery few adiustments to
total industrY mterest exoense to caleU- the raw data prOVided. by Compustat.
lolte our mdustrv EBITDA interest cov- [n 1988. U.S. GAAP required that fi-
era!l;e ror each year. It should be noted nancial statements begin to consolidate
that by comptiin!it the data in this man- the finanCial servICes subsidiaries that
nero the industrY ratios are essentiallv previously had not been consoiidated.
theweu.;hteda\,erall;eratiosorthecom- I As a result. there was a si~t
panies that m<lke up each industry. AI- jump in the data in 1988 for the auto
thou~h there are 13 companies in our (GMi Ford. and ChrYsler) and electrical
,lutomottvel truckinli!; industrY. GM. component IGE) industries. This iump
Ford. and ChrYsler dominate" the in- introduced artificial distortion intO the
d ustrv totals. numbers and as a result. the coefficient

\,Ve then ciliculated the coeificient or of variations shown in Table 2 for these
\" Jriation ror each or the 15-vear senes I industnes ret1ect only the years prior to
ot industrv riltiOS th<lt we deri\·ed. The I 1988.
standard deviation is the basic mea- We pulled from Compustat only
sure or volatilitv used by stansticians. ! data items that excluded non-teeUITin~

However. the standard deviation is I or unusual items. However. we did
size-dependent and thereiore is not -I notice that the data included the im
comparable between industries with I pact of very large non-cash. non-recur-
different absolute levels of EBITDA or ring items for AT&T in 1986 and Co-
interest coverage. lumbia Gas in 1991. We adjusted the

In other words. if the calculated data to correct this error.
pretax interest coverages for two sepa- Although there are other adjust-
rate industries happened to be equally ments that might have been made to
\·ariable. but the averall;e level of cov- the data. checking and adjusting the
erage mane mdustry was 5.QX and in more than 130.000 data items that
the other it was 1O.QX. the second in- made up our study is beyond the scope
dustrv would h.we a standard devia- of this study (and the patience or its
tion twice the standard deviation at the ,mthors I. We were aiter order ot ma~-
first industrY. nitude differences between the indus-

The coeriicient at \'anation adjusts tries. and the data cleady supports our
for this data differential by diViding intuitive expectations.•

9.



Industry Growth Rates
1979 -1993

Operatmg
Revenue EBIT'OA Income

IncJuStrv Isamoll SIal CAGR·(·;l CAGRf%1 CAGRf°i:J

Oil 1291 1.2 ·0.6 ·41
Metals 1191 2.4 0.1 ·42
Divel1riied InaustnalS (21) 3.2 43 3.5
Natural Gas 11S1 3.4 3.0 2.1
Chemical 1191 43 49 3.4
TelecammunlCatlons. post· 84 1111 45 5.5 49
MaChJn8l'V 1211 5.3 3.6 2.4
AutaIITrucks. pre· 88 /131 5.5 8.1 8.2
COftlIGIIlI. exClUdIng utilities 1406\ 6.2 5.7 46
E1ec:tne Utility (241 6.7 8.2 7.7
Paoer (171 6.B 49 2.8
~Oelense 1121 70 7.4 7.1
Consumer ProductS 1271 7.B 6.1 5.5
HomIOUlldlngJFumlsmngs 1131 79 6.9 6.4
CommunlCatlonSiOffice EaulO. 1101 8.0 4B 2,4
Eiectneal Eaulcment. pre· 88 f16\ 8.4 8.3 70
7'raltlPOnanon 1161 9.3 9.0 7i
Food/Beverage (231 9.B 11.7 11.4
Media (171 10.0 11.B 10.1
HeaIlh Care 1301 10.1 11B 11.8
SeMCe81181 10.1 12.8 11.8
C~r SystemS/Software 1211 10.5 3.3 ·1.3
RetIiIl381 10.6 10.9 10.2
Clothing (11 ) 11.4 13.8 14.4

·CAGA. ComoouncllMUll qrowln nue
_.._._--- ..~----- .. _......

Average Industry Credit Protection M.sures
1979·1993

:=i)(ed Pretax
Charge '111.,.., EStreAt' EDtreA

Caveraae :Jvenlgfl i ala} CaDllal ,',larom
r

Natural Gas 2.QX 2.1X 19.1~. 14.8"fo
EIec:tnc Utility 2.4 2.5 15.5 33.9
Tr~nauon 2.6 3.2 19.3 16.3
DiverIlIied IndustnalS 2.6 2.8 19.4 15.0
MKhInelV/Oiver. Manu!. 2.7 2.9 19.1 12.1
R_ 2.7 3.3 21.5 7.7
MetIIs 2.8 3.0 15.7 12.5
Pal*' 2.9 3.0 17.7 14.2
AutallTrucks (Pre-'B81 3.2 3.5 27.1 9.8
Telecam.IPo....84\ 3.5 3.9 27.8 29.4
Compollte • exd. utilities 3.6 41 23.9 14.2
Chermc:a«s 3.7 4.2 26.1 17.5
CommunJOffice Eaulp. 37 4.8 23.1 15,4
SeMees .11 5.3 24.1 13.8
Oil .14 5.1 28.0 15.7
HomeoulldlngJFumlsnlngs 45 5.0 20.7 10.6
Media .16 5.7 25.0 20.9
ContUmer Products .18 5.5 26.0 11.0
A8fOIClK8/0elense 5.1 6.8 29.1 10.0
FoodIIeverages 5.2 5.7 28.2 15.3
Clothing 5.9 9.2 29.1 13.1
COIftI'UIer SystlmSlSoltware 37 9.4 30.4 22.6
Electneal~m ,Pre·B8l "':i. I 8.2 28.3 '4.5
Health Care 3-D 3.6 30.4 22.3

.. ==
.10
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.B Supplemental
Comparative
Data

Ttlbles 4 mId 5 prOVide additional in
sights into the differences between the
23 industries in our studv and is pro
vided ?rimanly as supplemental data.
Table .. compares the growth rates ot
each of the industries. Because the
AT&T divesttture Jramaticillly
,hanlZeQ accountin~ practices within
the industry. we have shown the
growth rates or the telecommunica
tions industry only since 1984. Mter
divestiture, one or the pnmary expense
items ror AT&T (Jccess costs) bt.'Came
nne or the malor revenue items tur the
locai excnJne;e mdustrv laccess rev
enues I. resuit1ne; in double countin~or
revenues relative to reponed hn<lnciai
statements pnor to 1984.

Table 5 compares the IS-year aver·
Jge level ot various ratios by industry.
Thestrong margins and steady growth
potential of the te~tmUcations

industry are exhibited by the data in
these tables.•

Data: ~DUSUIl

CaIa/IIDQns: Quit &P". Cl'IClIl Alling Co.
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